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SFAS No. 72:
Has It Addressed
the Real Issues?
Recent Problems of the Banking
and Thrift Industry

By Joan D. Bruno and Thomas C. Waller

Statement of Financial Accounting
Standards No. 72, Accounting for Cer
tain Acquisitions of Banking or Thrift
Institutions, was issued in response to
accounting used by the thrift industry
during a period of distress. To fully
appreciate the ramifications of State
ment No. 72 it is necessary to exam
ine the issues underlying the
controversial rules contained in this
pronouncement.

Background of the Problem
The profitability of financial inter
mediaries, especially savings and loan
associations (S&Ls) was adversely
affected in 1981 and 1982 by
prolonged periods of high interest
rates. The industry reaction, with the
assistance of the Federal Home Loan
Bank Board (FHLBB), to widespread
losses and resultant negative net worth
of many institutions was an un
precedented number of mergers using
purchase accounting. In addition,
numerous other accounting tech
niques were proposed as regulatory
answers to the potential problem of
statutory net worth requirements. The
purpose of these techniques was to
defer losses and, in some cases, to
eliminate their reporting by utilizing
direct charges to retained earnings.
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Finally, in 1983, the S&L industry
began a resurgence and a rapid
proliferation of new institutions. This
revival was caused in part by the pas
sage of the Garn-St. Germain Bill,
which deregulated the asset side of
their balance sheet, from the expan
sion of S&Ls into new fields, such as
real estate joint ventures, and a
change in the economic environment.
However, the billions of dollars of
goodwill that was recorded in 1981 and
1982 (using purchase accounting)
remains on the books to be charged to
future income.
Thrift Industry Accounting Gains
Attention. The difficult operating
environment faced by all S&Ls
resulted in many mergers occurring
either under supervisory direction or
with supervisory encouragement.
Three hundred savings and loans dis
appeared in mergers during 1981, and
444 in 1982.
This unfavorable operating environ
ment, deregulation of the liability side
of the balance sheet for the S&L in
dustry, and the number of mergers tak
ing place, along with press reports
touting the use of “creative” acc
ount
ing caused public attention to be focus
ed on the S&L industry. The quality of

the operating results reported by com
panies using the purchase method of
accounting was scrutinized by the
financial community. In some cases,
companies using the post-acquisition
results which were more favorable
than the preacquisition results of either
of the combined companies. This was
possible
because
accounting
methodology permitted a fairly rapid
recognition of income from the ac
quired loan portfolio and a relatively
slow amortization of the “goodwill”
recognized in the transaction.
The FASB was asked to address the
accounting for certain acquisitions of
banking or thrift institutions on the
grounds that APB Opinions No. 16,
Business Combinations, and No. 17,
Intangible Assets (1) did not ade
quately address the conditions present
in mergers of these institutions and (2)
the use of the purchase method of
accounting with long amortization
periods for purchased goodwill
produced post operating results that
were unreliable.
Thrift Merger Accounting Prior to
SFAS No. 72. Prior to the issuance of
SFAS No. 72, mergers of S&Ls using
the purchase method of accounting
were governed by the same rules as
any other industry, namely APB Opin
ions 16 and 17, and FASB Interpreta
tion 9. Opinion 16 and Interpretation 9
prescribes how an acquiring enterprise
should allocate the cost of an acquired
enterprise to the assets and liabilities
assumed in applying the purchase
method. Opinion 17 requires that any
intangible asset be amortized by sys
tematic charges to income over the
period to be benefited, not to exceed
40 years. This opinion also enumer
ates the factors to be considered in
estimating the useful lives of intangi
ble assets, and requires that the
straight-line method of amortization be

The Garn-St. Germain Bill
deregulated the asset side
of the balance sheet of S &
Ls. In 1983, new institutions
proliferated and expanded
into new fields.

used unless some other method can
be justified.
The following simplified example
illustrates the results of applying APB
Opinions Nos. 16 and 17 to the merger
of financial institutions.
A troubled S&L with almost zero net
worth is merged with a stronger insti
tution. The assets of the S&L represent
$40 million contract value in mort
gages averaging 10 percent with a 12
year maturity. The market value of the
mortgage is calculated to be $30 mil
lion; liabilities have a $40 million mar
ket value, about equal to book value.
Under purchase accounting rules the
assets acquired are recorded at mar
ket value, and the mark-down is
recorded as goodwill in an entry simi
lar to the following:
Assets
$30,000,000
(mortgages at
market value)
Goodwill
10,000,000
Liabilities
$40,000,000

The acquiring company will amortize
the goodwill over a period of 40 years
as permitted under Opinion No. 17,
thus charging $250,000 to annual
income. On the other hand, the assets
will mature in twelve years. To illus
trate, using straight-line amortization,
the credit to income will be
($10,000,000/12) $833,333. The result
ing increase in income (using pur
chase accounting) from the merger
would, therefore, be $583,333
($833,333—$250,000). The additional
income would be even more in early
years if the mortgage discounts were
amortized on a sum-of-the-years digits
basis, as was permitted by the FHLBB
until 1981.

Requirements of SFAS No. 72. In
February 1983, SFAS No. 72, Account
ing for Certain Acquisitions of Banking
or Thrift Institutions, was issued. The
basic requirement of this statement is
that in a combination accounted for by
the purchase method involving the
acquisition of a banking or thrift insti
tution, unidentifiable intangible assets
will be amortized to expense over a
period no greater than the estimated
remaining life of the long-term interest
bearing assets acquired. Furthermore,
the pronouncement specifies that
amortization is to be at a constant rate
when applied to the carrying amount
of those interest bearing assets.

Reaction to SFAS No. 72. Letters
of comment on the exposure draft of
SFAS No. 72 were received by the
FASB from banking, industry, public
accounting (both large and small
firms), and government.
An analysis of these letters revealed
that while individual responses varied
within groups and between groups (as
would be expected) there were no
common response patterns which dis
tinguished one category of respondent
from another. There was, however, a
common response pattern in that a
majority of the respondents indicated
that one particular type of industry had
been arbitrarily singled out by the
Financial Accounting Standards
Board. Concern was expressed that
the real issues causing the apparent
problems present in merger account
ing for thrift institutions had not been
addressed, especially since there was
considerable abuse in accounting for
goodwill outside the thrift industry
(Forbes, December 6, 1982, p. 168).

Accounting Issues in Thrift
Mergers
The real issues, as expressed in the
letters of comment to the exposure
draft, were:
1. the use of historical cost by the
thrift industry;
2. the problems associated with the
identification, valuation and
amortization of goodwill; and
3. the purchase vs. pooling criteria.
Use of Historical Cost. Many ques
tion the accuracy of the historical cost
basis of S&L accounting, and one
respondent to the ED felt that financial
statement users would have been bet
ter alerted to the economic and regula
tory changes that were occurring in the
market place had a mark-to-market
basis of accounting been in effect.
As a form of current value account
ing, mark-to-market proposals of the
Federal Home Loan Bank Board and
the U. S. League of Savings Associa
tions gained momentum (Savings and
Loan News, October, 1982). While the
proposals of both these organizations
espoused current value accounting,
they differed in form and substance
and can best be explained in the fol
lowing example of restructuring an ail
ing S&L:
Assets at book value:
$80,000,000 mortgage-backed secu
rities with an average 10% rate, 12 year life
and monthly cash flow of $700,000.

Assets at market:
$58,500,000 at a yield of 15%.
(1) Under the U. S. League proposal,
restructuring income would be created by
simply amortizing the resulting discount of
$21,500,000 ($80,000,000—$58,500,000)
to income over a 10 year period. The
annual impact on income would therefore
be a favorable $2,100,000.
(2) Under a FHLBB proposal, taking a
middle ground, the income created would
also take into account the revaluation of lia
bilities and create income as follows:

Income based on yield
($58,500,000 x 15%)
$8,775,000
Income based on contracts
($80,000,000 x 10%)
8,000,000

Income created

$

775,000

Expense based on
liabilities of $92,000,000
at book value and
average cost of 10% $9,200,000
Expense based on
current market value
of liabilities; 2-year
Treasury rate
$91,000,000 x 10.5% 9,555,000
Expense created
Net Income Created
($775,000—355,000)

$

355,000

$

420,000

Other proposals abound and add to
the confusion and complexity of the
issues. Proposals have even been
made to markup the fixed assets of
S&Ls and the Interoffice Task Force
on Market Value Accounting (Federal
Home Loan Bank Board, August 27,
1982) has recommended the following:
1. Quarterly adjustment of assets to
market.
2. Twelve year repayment assump
tion for long-term loans and
seven year fixed life assumption
for deposits without maturities.
3. Amortization of “asset accounts”
created by the devaluation to be
based on net income and net
worth. For example, from 1983
through 1988 amortization would
be the smaller of 80 percent of
net income or net worth in excess
of 5 percent of liabilities.
The application of a mark-to-market
basis of accounting for monetary
assets is generally accepted for invest
ment companies, mutual funds, and
the brokerage industry. The preparers
and users of financial statements, in
these instances, recognize the neces
sity of a valuation basis other than
historical cost. Some respondents to
the ED felt that this is now the case in
the thrift industry.
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The real issue, therefore, is the
appropriate accounting for the acqui
sition of a bank or thrift which due to
the structure of its asset and liability
portfolio coupled with short-term
interest rate fluctuations, has suffered
economic consequences which have
not been reflected in its transaction
based, historical cost preacquisition
financial statements.
While the use of historical cost by
the thrift industry was a concern of
some, a majority of the respondents to
the ED questioned the FASB’s under
standing of the true nature of goodwill
in the mergers of thrift institutions, and
the underlying motivation for such
mergers.

Nature of Goodwill. The most con
troversial requirement of SFAS No. 72
appears to be the one which mandates
that when purchase accounting is
used, the unidentifiable intangible
asset (goodwill) resulting from the
excess of the fair value of liabilities
assumed over the fair value of tangi
ble and identified intangible assets
acquired shall be amortized to ex
pense over a period no greater than
the estimated remaining life of the
long-term interest-bearing assets ac
quired (SFAS No. 72, para. 5).
Most letters of comment to the
Exposure Draft (ED) took issue with
this requirement on the grounds that
thrift institutions enter into mergers for
a variety of reasons, such as entry into
new markets, acquisition of technology
or management skills, and expansion
of customer base. Furthermore, some
felt goodwill was associated with future
earning capacity and other anticipated
benefits not related to existing interest
bearing assets. Interestingly, no
respondents to the ED took issue with,
or seemed to address, the matching
principle or distortion of income which
results from not applying SFAS No. 72.
Actual Composition of Goodwill.
These feelings were substantiated in
a survey which was sent to 217 sav
ings and loan associations that
acquired other associations in mergers
during a nine month period in 1982.
Replies were received from 107. The
questionnaires were addressed to
chief executive officers by name in
most cases, and about one-half of the
replies were received from top
management (executive vice president
or above). No significant difference
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was seen in the replies by different
ranks of officials, including financial
and accounting officers.
The size of the associations ranged
from only $12.4 million to $9.2 billion
of total assets with an average of $890
million. Fifty-five of the associations
reported that they had recorded good
will as the result of recent mergers,
and the mean goodwill recorded was
$57.6 million.
From analysis of the comments on
the ED that preceded SFAS No. 72
there appeared to be many diverse
views on what actually constituted
goodwill associated with the merger of
thrift institutions. Respondents to the
survey were asked what, in their opin
ion, they thought such goodwill really
represents, and their answers were as
follows:
No.
Replying%
51
60
26
31
31
37

Customer base
Market share
Core deposits
Excess of fair value of
liabilities assumed over
the fair value of the
identifiable tangible and
intangible assets acquired
Market entry
Talented personnel
Loan and investment
portfolio
Future earnings potential
Other as specified

39
45
13

46
53
15

5
9
9

6
11
11

Quite clearly, this substantiates that
goodwill in the acquisition of thrift insti
tutions is felt to be attributable to mar
keting advantages. The problems in
accounting for such goodwill are,
therefore, twofold: (1) identifying and
recording amounts applicable to iden
tifiable intangible assets; and (2) amor
tizing identifiable and unidentifiable
intangibles.
Valuing Identifiable Intangibles. The
excess of fair value of liabilities plus
consideration given, if any, over the
fair value of tangible and identifiable
intangible assets is recorded as good
will. This requirement of SFAS No. 72
is perceived to be an important part of
the problem. The objections of the in
dustry to the matching of goodwill
amortization to mortgage discounts (to
be discussed later) would be moot if
the FASB’s concept of goodwill stated
in Statement 72 were applied.

The argument would be as follows:
As the industry feels strongly that
goodwill represents many marketing

advantages (as indicated in the com
ments to the ED and substantiated in
the previous section), the answer to
the problem could be to assign most
of the excess of the fair value of the
liabilities and consideration given over
the fair value of the assets acquired to
identifiable intangibles (according to
FASB Interpretation No. 9). The
remaining excess would be small, if we
are to agree with the industry feeling
on the matter, and should not provoke
much argument if amortized in step
with discounts. The problem with this
argument is the difficulty in estimating
identifiable intangibles in compliance
with FASB Interpretation No. 9 and
SFAS No. 72.
While some S&Ls make a concerted
effort to assign values to identifiables
(Johnigan, 1983 and FHLBB Files),
many acknowledge the difficulties
involved in the process. Additionally,
SFAS No. 72 requires that the fair
value of such identifiable intangibles
be reliably determined. By “reliably”
the statement means that there should
be “representational faithfulness” and
“verifiability” as discussed in SFAC
No. 2. Also, SFAS No. 72 requires that
identifiable intangibles that represent
depositor or borrower relationships
must be based on “relationships that
exist at the date of acquisition without
regard to new depositors that may
replace them.”

Amortization of Goodwill. The SFAS
No. 72 requirement that goodwill be
amortized in step with the discount
amortization of the long-term interest
bearing assets acquired is the focus of
strong objections in the industry.
Goodwill to which SFAS No. 72 does
not apply is presumably covered by
APB Opinion No. 17 or FASB Inter
pretation No. 9. The goodwill recorded
could therefore conceivably be sub
jected to three rates of amortization if
Statement No. 72 is followed exactly.
Furthermore, requiring that goodwill
be subject to amortization at a con
stant rate raises questions concerning
the requirement that amortization be
based on “terms” and estimated
remaining life. Measurement of esti
mated remaining life is made difficult
by the history of roll-overs of loans, the
repricing of interest rates, and balloon
mortgage loans. While it is correct to
stress the importance of specific iden
tification and valuation of identifiable
intangible assets, and make clear that

any amounts so allocated must be sup
ported by adequate evidence, what is
actually needed are techniques which
will make this possible.
Although many of the respondents
to the ED were concerned with the
Board’s treatment of goodwill in the
mergers of thrift institutions, nearly an
equal number felt that the criteria for
purchase vs. pooling accounting were
in need of revision.
Purchase vs. Pooling Criteria. In a
letter to the FASB dated June 30,
1982, Dennis Beresford, Chairman of
the Accounting Standards Executive
Committee of the AICPA stated, “We
believe the single most significant
accounting issue facing the savings
and loan industry today is the account
ing for mergers of mutual S&Ls.”
APB Opinion No. 16 was issued in
1970 to prevent the inappropriate use
of the pooling method. The orientation
of this opinion toward transfers of com
mon stock evidencing ownership rights
is not appropriate to the mutual form
of ownership of savings and loan
associations, insurance companies
and some other types of businesses.
This renders many of the tests in the
opinion inapplicable for determining
the appropriate accounting treatment
for some combinations.
However, the Audit and Accounting
Guide for the Savings and Loan Associ
ation (AICPA, 1979, p. 75) states

. . . Opinion No. 16 is equally
applicable to business combinations
of capital stock associations, two or
more mutual associations, or a cap
ital stock association and one or
more mutual associations.

amortizing identifiable and unidentifi
able intangibles, and a revaluation of
the purchase vs. pooling criteria.

The FHLBB feels it would be more
appropriate to have criteria which indi
cate, but do not dictate, the applicable
accounting, as follows:

AICPA, Audit and Accounting Guide: Savings
and Loan Associations, Revised edition, AICPA,
New York, 1979.
Dince, Robert R., and James A. Verbrugge,
“Regulatory Methods of Dealing with Capital
Erosion in the Thrifts,” The Bankers Magazine,
Vol. 165, No. 5, Sept.-Oct. 1982, pp. 38-44.
Federal Home Loan Bank Board, Preliminary
Report of the Interoffice Task Force on Market
Value Accounting, August 27, 1982.
, Memorandum SP-24, “Deter
mining an Appropriate Accounting Technique for
Mergers of Savings and Loan Associations,”
December 29, 1981.
Financial Accounting Standards Board,
Exposure Draft, Proposed Statement of Finan
cial Accounting Standards, Accounting Stan
dards, Accounting for Certain Acquisitions of
Banking or Thrift Institutions, FASB, Financial
Accounting Foundation, Stamford, Connecticut,
1982.
, SFAS No. 72, Accounting for
Certain Acquisitions of Banking or Thrift Institu
tions, FASB, Financial Accounting Foundation,
Stamford, Connecticut, 1983.
, SFAC No. 2, Qualitative Charac
teristics of Accounting Information, FASB, Finan
cial Accounting Foundation, Stamford,
Connecticut, 1982.
Jacobe, Dennis, “It’s Unfair—Don’t Let Bank
Holding Companies Buy Ailing Thrifts,” Savings
and Loan News, October, 1982, pp. 66-70.
Johnigan, Sandra K., “Accounting for Com
binations of Savings and Loan Associations,”
presentation at the 1983 Savings and Loan Con
ference, TSCPAs, CPE Foundation, Dallas,
Texas, October 14, 1983.
“Mark to Market Will Move the Business into
a New World,” U.S. Savings and Loan News,
October, 1982, pp. 102-103.

The underlying objective of this effort
should be to determine if control over
an association will be passed from
one group of individuals to another,
in which case the purchase method
of accounting should be used; or if
the controlling interests of two or
more associations are combined, in
which case the pooling of interests
method would be appropriate
(FHLBB, SP-24, p. 4).

There is also diversity of opinion as
to whether or not the planned liquida
tion of assets (APB Opinion 16, para.
48) justifies purchase accounting. “In
practice, most permit a planned dispo
sition of mortgage loans or securities
to trigger purchase accounting. (Johni
gan, 1983). Therefore, the FHLBB
noted “. . . some combinations of
mutual associations incorporate
planned transactions (principally to dis
pose of a significant part of the assets
of the acquired institution) solely in an
attempt to fail the criteria which require
use of the pooling of interest method’’
(FHLBB, SP-24, p. 4).
Thus, it is apparent that the criteria
for determining use of purchase or
pooling accounting are no longer rele
vant for some situations and need to
be reconsidered.

REFERENCES

Conclusion

Joan D. Bruno, Ph.D., CPA, is
associate professor of accounting at
the University of Houston-Clear Lake.
She is a member of the American Ac
counting Association and has done
financial consulting for small
busineses. Dr. Bruno has published in
various professional journals.

The recent problems faced by the
banking and thrift industry were
caused by continued high interest
rates and other economic and com
petitive conditions, and originally
showed promise of remaining signifi
cant and ongoing to the industry. How
ever, passage of the Garn-St. Germain
Act, stabilization of interest rates, and
the diversification of the thrift industry
have reduced the urgency of the
issues treated in SFAS No. 72.

Indeed, the thrift industry is justified
in feeling it was arbitrarily singled out,
in that there are other abuses in the
accounting for goodwill outside this
industry. There is a need to rethink the
concepts of identifying, valuing and
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